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The topic of this chapter is the informal economy, a diversified set of 
economic activities that are vast and growing in many settings. 1 In the 
industrialized countries, there appears to be growing consensus among 
researchers who describe the informal sector as encompassing "those 
actions of economic agents that fail to adhere to the established institu 
tional rules or are denied their protection" (Feige 1990, p. 990). Or, 
alternatively, the informal sector includes "all income-earning activi 
ties that are not regulated by the state in social environments where 
similar activities are regulated" (Castells and Fortes 1989, p. 12). 
These definitions do not advance an a priori judgment of whether such 
activities are good or bad, leaving the matter to the investigator.
In the case of the developing economies, however, the "informal 
economy" concept is less precise. This imprecision may originate from 
the more diverse nature of these economies, and from the various theo 
ries that purport to explain the existence and proliferation of these 
alternative "centers" of production in developing economies.
This paper reviews and explores the various concepts of informal 
production used to describe what many are observing in the less-devel 
oped world. Alternative measures that have been employed to quantify 
and characterize these sectors for the Latin American economies will 
be presented and discussed.
Defining the Informal Economy in the Less-Developed World
The concept of the informal economy was born in the Third World, 
out of a series of studies on urban labor markets in Africa by Keith 
Hart. Popular entrepreneurship in Accra and other African capitals was
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clearly at odds with received wisdom from "the western discourse on 
economic development" (Hart 1990, p. 158).
In a report to the International Labour Office (ILO), Hart outlined a 
dualist model of income opportunities of the urban labor force by dis 
tinguishing between wage employment and self-employment. Hart 
emphasized the notable dynamism and diversity of the self-employed 
and their activities which went well beyond "shoeshine boys and sell 
ers of matches" (Hart 1973, p. 68). However, Hart's dynamic charac 
terization of the informal sector was subsequently lost as the concept 
became redefined and institutionalized within the ILO bureaucracy as 
synonymous with poverty. The informal economy was taken to refer to 
an urban "way of doing things" characterized by:
• low entry barriers in terms of skill, capital, and organization
• family ownership of enterprises
• small scale of operations
• labor-intensive production with outdated technology
• unregulated and competitive markets (Peattie 1980)
• low levels of productivity and a low capacity for accumulation 
(Tokman 1982).
In later publications of the ILO's Regional Employment Programme 
for Latin America (PREALC), employment in the informal sector was 
consistently referred to as "underemployment" affecting those workers 
who could not gain entry into the modern economy (PREALC 1985; 
Garcia 1991). Eventually the informal sector became known as the 
"excluded" sector in less-developed economies in numerous ILO, 
PREALC, and World Bank studies of urban poverty and labor markets 
(Sethuraman 1981; Gerry 1978; Tokman 1978).
The ILO's negative characterization of the informal sector has been 
challenged by other students of the subject who see the informal sector 
in precisely the opposite light. The alternative view is that informal 
activities are a sign of the popular entrepreneurial dynamism, 
described by Hart (1990, p. 158) as "people taking back in their own 
hands some of the economic power that centralized agents sought to 
deny them." The Peruvian economist Hernando De Soto reformulated 
Hart's original theme in The Other Path (1989). De Soto defines infor-
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mality as the popular response to the rigid "mercantilist" state, found 
dominant in Peru and other Latin American countries, that survive by 
granting the privilege of legal participation in the economy to a small 
elite. Hence, unlike its portrayal by ILO and PREALC as a survival 
mechanism in response to insufficient modern job creation, informal 
enterprise represents the irruption of "real" market forces in an econ 
omy straitjacketed by favoritism and state regulation.
The massive population shifts from the countryside to the cities in 
the decades before 1980 provided the demographic base for De Soto's 
informal economy. The urban elites who were already in place were 
hostile to the migrants because "each person who migrates to the capi 
tal is in some way a potential competitor and it is a natural inclination 
to try to avoid competition" (1989, p. 11). Rural migrants to Peru's cit 
ies became informal workers due to the legal barriers that prevented 
them from participating in the mainstream economy. Informal eco 
nomic activity was originally a survival mechanism, but gradually it 
expanded in response to the rigidities and limitations of the economy. 
The provision of goods and services by the informal economy proved 
to be cheap and efficient, leading to the conversion of unregulated 
enterprise into the real economic core of many industrial and service 
activities.
De Soto's call to dismantle state regulatory barriers so that popular 
entrepreneurship could flourish found a receptive audience in a number 
of international development agencies, some of which made his views 
their own (Bromley 1990). However, this optimistic portrayal also gave 
rise to empirical and theoretical contradictions. Whereas PREALC's 
analysis overemphasized the marginal character of urban informal 
activities and the associated poverty, De Soto's analysis leaned in the 
opposite direction.
A third perspective, which we will refer to as structural articulation, 
evolved in dialogue with the earlier work by Keith Hart and ILO 
experts, as well as subsequent analysis of the phenomenon by PRE 
ALC. In agreement with definitions of informality in other world 
regions, structural articulation characterizes the phenomenon as 
income-earning activities unregulated by the state in contexts where 
similar activities are so regulated (Castells and Portes 1989; Feige 
1990). This approach is similar to that of De Soto in that it emphasizes 
the role of the state in the emergence and growth of the informal econ-
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omy. However, it departs from De Solo's view by viewing this sector as 
linked to the formal economy, and it does not subscribe to the notion 
that this sector is composed exclusively of survival activities. In place 
of the dualistic images of Latin American urban economies, this third 
approach describes unified systems that involve many connections 
between formal and informal enterprises (Roberts 1993; Beneria 1989; 
Fortes and Benton 1984).
The specific nature of these markets is not uniform across countries, 
but varies with the degree and specifics of state regulations, the 
requirements of modern firms, and the size and characteristics of the 
labor force. This approach is labeled "structuralist" because it focuses 
on the structure of formal-informal relationship in the economic sys 
tem. The approach recognizes that the condition of excess labor supply 
created by rural-urban migration has had more complex consequences 
than the simple survival of the poor at the margins of the urban econ 
omy. Two such consequences are particularly important: the functions 
that informal enterprise plays in support of modern capitalist accumu 
lation; and the creation of new niches in the labor market, correspond 
ing to new positions in the class structure.
A first linkage of the informal and formal sectors is the supply of 
low-cost goods and services for workers in formal enterprises. Unregu 
lated small artisans and merchants engage in the provision of every 
thing from cheap clothing and footwear to auto and residential repairs. 
Foodstands, urban transport, gardening and landscaping, house clean 
ing, and the sale of second-hand appliances are services supplied by 
informal entrepreneurs. The consumption of basic goods by workers in 
the formal sector seldom occurs through regulated market channels but 
is generally supplied by informal sources. Cheaper informal goods and 
services increase the consumption "yield" of wages earned in the for 
mal sector of the economy (Peattie 1974; Roberts 1976).
From the standpoint of the economic system as a whole, the infor 
mal market represents a subsidy to formal enterprises as it makes labor 
costs lower than they would be if these sources of supply did not exist. 
Informal enterprises increase the profitability of their formal counter 
parts by allowing the latter to maintain lower wage levels. The urban 
upper and middle class also avail themselves of informally provided 
services like cheap domestic help, gardening, and personal services to 
maintain enviable lifestyles (Fortes and Walton 1981, pp. 91-94).
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A still closer interface between the formal and informal sectors is 
the common practice in large firms of using the informal labor pool to 
allocate a variety of production and marketing tasks. Firms may hire 
workers off-the-books or subcontract production, input supplies, or 
final sales to informal entrepreneurs. The firm can thereby avoid legal 
regulations that increase labor costs and decrease managerial flexibil 
ity. To the extent that the costly workforce of formal enterprises can be 
reduced by off-the-books hiring and subcontracting, final profits can be 
significantly improved.
Because these arrangements are not in compliance with legal regula 
tions, managers of firms are careful to conceal them from the authori 
ties. For this reason, they do not appear in the official statistics, leading 
users of official data to the erroneous conclusion that these informal- 
formal linkages do not exist.
The structuralist view also stresses that the informal sector is inter 
nally heterogeneous. The coexistence and interactions of the regulated 
and unregulated activities opens opportunities for a number of people 
to insert themselves as intermediaries. Informal entrepreneurs who per 
form these intermediary roles commonly earn more than workers in 
regulated firms. This results in an informal economy that is more than 
the simple translation of surplus labor into survival activities.
Demographic Trends in Latin America
The demographic events that help give rise to the informal economy 
in Latin America took place in the second half of the twentieth century. 
In the 1950s, Latin America was a continent of rural dwellers with 
more than half the population living in the countryside and the major 
ity of the workforce consisting of peasants and farm workers. By 1990, 
three out of four Latin Americans lived in cities, with the majority in 
large urban centers. This extraordinary transformation is evident in 
table 1, where the Latin American urban population distribution is 
compared with that of all less-developed regions and that of the devel 
oped countries. Overall, the table suggests that Latin America has 
achieved levels of urbanization equal to those of the developed world 
despite much lower per capita incomes.
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SOURCE: United Nations (1991b, tables A.I, A.5).
NOTE: Less-developed regions comprise all regions of Africa, Latin America, Asia (excluding 
Japan), Melonesia, Micronesia, and Polynesia. More-developed regions comprise North America, 
Japan, all regions of Europe, Australia, New Zealand, and the former USSR.
Significant country-by-country differences exist around these 
regional averages, however. Table 2 illustrates these differences by 
showing average annual rates of growth for the total population and the 
urban population of 14 countries in Latin America in the 1950s and in 
the 1980s. Also shown are the average annual rates of growth for the 
potential economically active population (EAP) defined as those aged 
15-64. At the beginning of this period, Argentina, Chile, and Uruguay 
were already highly urbanized and their population growth rates were 
relatively low. Urban growth continued in these countries at a rate sim 
ilar to that of the developed world and, by 1990, more than 85 percent 
of their inhabitants were living in cities. Demographic transformation 
in Brazil, Colombia, Mexico, and Peru were dramatic by contrast, with 
the share of the urban population growing from one-half or less in 
1950 to about three-fourths by 1990.
The migrants who gave rise to such rapid rates of urban growth 
throughout the post-World War II period did not encounter in the cities 
anything commensurate with their economic aspirations. New indus 
tries in that period did generate significant labor demand (Garcia 
1982), but the size of that demand was swamped by the number of new 
migrants. In 1950, modern nonagricultural employment absorbed 26.3 
percent of the Latin American labor force. In the. next thirty years, 
employment in that sector grew by an average of 4.1 percent per year, 
about the same rate as the total nonagricultural EAP. By the end of the 
period, therefore, the proportion employed in the modern urban sector 
was the same as it had been three decades earlier. Estimates of the
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excess labor supply in cities during this period ranged from 30 to 60 
percent of the urban EAP (Garcia and Tokman 1981; Fortes 1985).
Table 2. Demographic Trends in Latin America 
and Selected Indicators
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Table 2. Demographic Trends in Latin America 














































SOURCE: ECLA (1991,tables 1,2,3,5,7); United Nations (1991a, 1991b).
a. Definition of urban varies across countries. Figures are for the year ending the decade.
b. Figure is for the period 1980-85.
Measuring the Informal Economy in Latin America
The informal economy is difficult to measure, since it consists of 
activities generally unrecorded in official statistics. All measurement 
strategies attempted so far suffer from limitations. PREALC has relied 
on proxies available in national censuses and in household surveys in 
their attempts to determine the magnitude of the informal economy. 
The approach consists of designating entire occupational categories as 
informal on the basis of their presumed correspondence with the con 
ceptual definition.
PREALC classifies the self-employed and their unremunerated fam 
ily workers as "informal" because it is assumed that these workers 
engage in low-productivity, low-pay activities. While domestic ser 
vants were similarly so classified in earlier estimates, they have been 
excluded from more recent figures for reasons that are not clear. On the 
other hand, owners and salaried workers in small enterprises were 
absent from earlier estimates of the informal sector, but they are 
included in recent ones. How "small enterprises" are defined also var-
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ies across countries and years, ranging from businesses employing 
"less than twenty" workers to "less than five."
Despite these changes and inconsistencies, PREALC is the only 
agency that has prepared estimates of the informal sector for every 
country in Latin America. Summary figures of these estimates for 1960 
and 1989 are presented in table 3. According to PREALC, during this 
period approximately 31 percent of the Latin American urban EAP 
were employed informally. That this estimate is virtually unchanged 
from 1960 to 1989 is noteworthy, given both the important changes in 
Latin American economies and the shifting occupational categories 
included in PREALC's definition of the informal sector.


















































SOURCE: PREALC estimates given in Garcia and Tokman (1981, table 1); Garcia (1991, tables 
5,7,9); and Infante and Klein (1990, tables 2,4).
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Variations of the magnitude of the informal sector by country are 
rather large. The estimated share of persons in the informal sector 
within the total urban labor force ranged during the period from a low 
of approximately 20 percent in the more-developed countries such as 
Costa Rica, Uruguay, and Venezuela to about 40 percent in Peru and El 
Salvador, to approximately 60 percent in Bolivia and Ecuador.
The organization created by Hernando De Soto, the Institute for 
Liberty and Democracy (ILD), has not produced similar region-wide 
estimates, but has concentrated on documenting the extent of informal 
ity in metropolitan Lima, focusing on three sectors: housing, transport, 
and petty commerce. ILD estimates that, in 1982, some 43 percent of 
all housing in Lima was built informally, providing shelter to 47 per 
cent of the city's population. The replacement cost of this housing was 
calculated at US $8.3 billion. In commerce, over 91,000 street vendors 
supported an estimated 314,000 people and generated gross sales of 
US $322 million per year. In addition, according to ILD, 39,000 other 
informal merchants built 274 street markets with an estimated value of 
US $41 million, supporting 125,000 people. In transport, informal 
entrepreneurs controlled over 90 percent of urban public buses. The 
1984 replacement value of their fleet was estimated at US $620 mil 
lion. The value of the related infrastructure (gas pumps, repair shops, 
etc.) was estimated at US $400 million.
Other estimates made by De Soto and his associates include the 
claim that in the mid-1980s, 61.2 percent of total work hours in Peru 
were dedicated to informal activities; that 48 percent of the economi 
cally active population was engaged in informal activities; and that the 
latter accounted for 38.9 percent of gross domestic product (GDP), a 
share projected to rise to 61.3 percent by the end of the century (De 
Soto 1989: 12).2
It is worth noting that De Soto's definition of the informal sector 
coincides roughly with the definition of the "underground" economy in 
developed societies, although methods for measuring the latter have 
not been applied systematically in Latin America. Underground activi 
ties in developed economies have been defined as those activities that 
take place outside the existing legal framework. Their aggregate value, 
in terms of relative proportion of the GDP, have typically been esti 
mated by macroeconomic methods (Feige 1990).
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It is possible that failure to apply macroeconomic methods to the 
Latin American economies, despite the similarity of definitions, stems 
from the lack of suitable data. For the more-advanced Latin American 
countries, however, this difficulty is not insurmountable. The Center 
for Economic Research of the Private Sector (CEESP) estimated the 
size of Mexico's underground economy between 1970 and 1985 on the 
basis of two macroeconomic methods. The first, adapted from Tanzi 
(1980, 1982), estimates the currency required for the operation of the 
legal (aboveground) economy and then subtracts this figure from actual 
currency in circulation. The difference multiplied by the velocity of 
money provides an estimate of the magnitude of the underground econ 
omy. The ratio of that figure to observed GDP then gives the proportion 
of the national economy represented by these activities. The method 
depends on the identification of a base period in which the informal 
economy is assumed to be insignificant.
Estimates of the Mexican underground economy based on Tanzi's 
monetary method are reproduced in table 4, column 1. The Mexican 
underground economy is estimated to be 25 to 30 percent of official 
GDP in 1985, the last year for which these figures are available. Table 
4 also presents estimates of the Mexican underground economy based 
on the "physical input" method. With this method, the ratio of some 
physical input of wide use (electricity consumption in this case) is cal 
culated for the base period and then extrapolated to the present. 
Assuming a relative constant ratio of electricity consumption to GDP, 
it is possible to calculate the expected GDP for each year following the 
base period. The difference between observed and expected GDP is 
attributed to the underground economy. As seen in table 4, these meth 
ods yield estimates of the informal sector ranging from 20 to 40 per 
cent of GDP in the 1980s. CEESP notes that both methods show the 
magnitude of underground activities as increasing steadily.
These macroeconomic estimates have been criticized on various 
grounds. They do not differentiate between criminal activities and 
informal activities proper. The latter involve goods and services that 
are otherwise licit, but whose production and sale are irregular (Cas- 
tells and Portes 1989). Hence, the huge estimates of informality that 
are sometimes reached through these methods may be inflated by the 
inclusion of large organizations that provide "illegal" goods and ser 
vices (e.g., cocaine, prostitution). These underground operations are of
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a nature and size different from those of microentrepreneurs and arti 
sans in the informal sector proper. Macroeconomic estimates have also 
been criticized for being sensitive to the choice of benchmark (base) 
year. Despite these limitations, macroeconomic methods provide the 
best available approximations of the relative weight of unregulated 
activities in national economies. Their application in Latin America is 
still rare.
Table 4. Estimates of "Subterranean" Economy in Mexico as a Percent of 





















































SOURCE: CEESP (1987, table 10).
Empirical work undertaken from a structuralist perspective has 
focused mainly on documenting the relationships between the formal 
and informal sectors of urban economies. For national estimates, this 
school has relied on secondary figures on the proportion of the eco 
nomically active population that is not covered by the social security
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system. Absence of coverage serves as a proxy for unregulated work. 
Most estimates of social security coverage or exclusion are reported for 
the total, not urban, economically active population. They also do not 
differentiate between workers and microentrepreneurs. Further, cover 
age by the social security system does not exclude the possibility that 
workers engage in unregulated activities on the side; hence it underes 
timates the actual magnitude of informality. Lastly, as Mesa-Lago 
(1991) notes in his analysis of Latin American social security systems, 
the quality of the data is generally poor and furthermore does not dif 
ferentiate between types and levels of coverage.
Despite these limitations, a comparison of the figures on the EAP 
excluded from legal labor protection and figures on "underemployed" 
workers, provided by PREALC, is instructive. This comparison is pre 
sented in table 5 for the Latin American economies. Except for Brazil, 
where the extension of some assistance to the entire population led to 
an official claim of near universal coverage, the uncovered percentage 
of the EAP shown here consistently exceeds the PREALC estimates. 
The range of the gaps is from a few percentage points to over 40 per 
cent of national EAP. These gaps can be tentatively interpreted as an 
approximation to the proportion of wage workers who labor under 
irregular conditions, a category implicitly defined by PREALC as for 
mal and by the structuralists as informal. For Latin America as a 
whole, the difference is approximately 14 percent of the EAP in 1980.
One of the few large data sets that contain reliable information on 
both employment category and social security coverage is the Mexican 
government's Urban Employment Survey of 1989. The survey col 
lected data on a representative sample of about 30,000 adult Mexican 
workers in seven metropolitan areas, including the four largest cities. 
As analyzed by Roberts (1993), this survey yields estimates of the pro 
portion of the employed labor force working informally according to 
the PREALC and structuralist definitions, as well as an internal differ 
entiation of the informal sector by employment categories.
Table 6 presents results of a reanalysis of these data using the four 
largest urban centers. Mexico City, Guadalajara, Monterrey, and 
Ciudad Juarez. The empirical definition of informality commonly 
employed by PREALC yields estimates that are approximately half in 
magnitude (19.6 percent) relative to those produced when the lack of 
social security protection is the basis of categorization (46.8 percent).
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Inclusion in the PREALC estimates of owners of and workers in 
microenterprises significantly reduces this difference (37.6 percent), 
but the figures are still lower than those based on lack of coverage 
(46.8 percent). The remaining gap is directly attributable to workers in 
large firms who do not receive legal protection (46.8 - 37.6 = 9.2 per 
cent).
Table 5. Estimates of Informal Sector in Latin America, 1980
Economically active 
population not covered Underemployed8 within
by social security economically active 























































SOURCE: Mesa-Lago (1985, p. 342, 1991, p. 50): Fortes, Blitzer, and Curtis (1986, p. 731); 
PREALC (1982, pp. 34-81); Wilkie and Perkal (1985, table 1308); Wilson (1985, p. 254). 
a. Defined by PREALC as the sum of self-employed workers minus professionals, unremunerated 
family workers, domestic servants, and "traditional" rural workers.
b. Coverage in 1980 is based on selected assistance programs according to universalistic criteria 
rather than tied to employment, 
c. 1985 figure.
d. Based on a probability survey of Montevideo's working-class population in 1985. Official fig 
ures report near-universal coverage based on selected programs extended to all citizens, 
e. Weighted average.
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Table 6. Estimates of Urban Informal Economy in Mexico Based on
Occupational Classification and Lack of Social Coverage, 1989
Share of informal employment within the urban economically active 
population (percent)_____________________________
By occupation
Unremunerated family workers plus the self-employed 19.6
Above two categories plus workers in micro- 
enterprises and unregistered microentrepreneurs 37.6






SOURCE: Roberts (1993, table 3).
a. Entrepreneurs, workers, and the self-employed without social security protection.
The breakdown of the informal sector by employment reveals that 
microentrepreneurs, the best-paid class within the sector, represent 
about 7 percent of the employed labor force in the largest cities in 
Mexico. The self-employed comprise an average of 14 percent of the 
urban EAP and 30 percent of those working informally. Unprotected 
wage workers represent one-fourth of all urban workers and the major 
ity (55 percent) of the informal labor force.
Summary
There exists a rich literature on the underground economy for the 
industrialized economies. In contrast, understanding the informal 
economy is more challenging for students of the less-developed econo 
mies because researchers have been less consistent when defining 
informal activities for this set of nations. The lack of consistency in
162 The Informal Economy
describing the informal economy for the developing world may be a 
result of the greater diversity found in the economic organization and 
in the level of development of these economies.
Broadly speaking, three different descriptions of the informal econ 
omy in the developing world can be found in the literature. The dualist 
model adapted by the ILO characterizes the informal sector as a poor, 
noncompetitive sector, employing those who fail to gain entry into the 
modern "productive" sector. Using this approach it has been estimated 
that about 30 percent of workers in Latin America are employed in the 
informal sector.
In contrast, De Soto characterizes the informal sector as competition 
emerging through and in spite of confining state regulations and an oli 
gopolistic market structure. In this view, informal activities introduce 
dynamism and strength into the economy. Using information gathered 
from Lima, Peru, De Soto estimated that about 40 percent of Lima's 
GDP is produced in informal markets.
Structural articulation is a third approach to the informal economy 
in developing areas. As in the De Soto view, the avoidance of regula 
tions gives impetus to this sector. However, unlike the ILO approach, 
the formal and informal sectors are closely linked, and to a degree, 
complementary to each other. The profitability of the formal sector is 
enhanced due to the availability of low-cost inputs from the informal 
sector and due to the possibility of subcontracting in the informal mar 
ket, where costly regulations are easily skirted. Using information that 
attempts to differentiate workers who are employed in jobs that are 
regulated versus jobs that are not, it is suggested that, on average, more 
than half the economically active population in Latin America are 
informal workers.
NOTES
1. Much of the material in this chapter can be found in Fortes and Schauffler (1993) and Fortes 
(1994).
2. The validity of these estimates has been questioned by Rossini and Thomas (1987), who 
argued that they are inaccurate due to: the inappropriate use of monetary measures of transactions 
counted in the GDP; poorly specified models; and mishandling of econometric methods.
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